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RECENT DECISIONS
GROSS INCOmE-GAmBLING VENTURE-INTERESTS OF PARTICI-
PANTS DETERMINED--DEDUCTIONS--LEGAL FEES AND EXPENSES-
BAD DEBTS.-Anthony Stralla and others petition the Tax Court of
the United States for a redetermination of tax liability assessed by
the Commissioner. The Commissioner had determined that the pur-
ported ownership of a gambling business by the taxpayer's relatives
and friends was a hoax and that the true owner of the major par-
ticipating interest in the business was the taxpayer, Anthony Stralla;
that legal fees and other expenses incurred in an effort to perpetuate
the business were not deductible as ordinary and necessary business
expenses; that certain other deductions claimed should be disallowed
on the ground that the taxpayer had failed to show facts sufficient
to substantiate the deductions. Held, the Commissioner's determina-
tions are sustained. Anthony C. Stralla et al., 4 CCH 1947 Fed. Tax
Rep. II 7810 (TC 1947).
In 1938 a corporation, known as Rex, Inc., was organized under
the laws of Nevada with an authorized capital of $100,000 repre-
sented by 1,000 shares having a par value of $100 each. The pur-
pose of the corporation was the acquisition of a gambling ship. The
incorporators, three in number, were named as directors and tem-
porary officers and after adopting by-laws agreed to purchase a ship,
known as the "Star of Scotland," from its owner, Anthony Stralla.
After the assignment of the ship all the certificates of stock were
transferred to Stralla as trustee, the corporation agreeing to pay
$50,000 for the "Star of Scotland," part thereof being paid to the
owner and part expended in rebuilding and refitting the ship as a
gambling barge. The incorporators then immediately resigned as di-
rectors and officers and Anthony Stralla, James Lloyd and B.
Krakour were named to fill the vacancies. Both Stralla and Lloyd
had been convicted previously of federal offenses.1
The "Star of Scotland" was reconditioned and renamed the
"Rex." The "Rex" was rented to Rex Operators, a partnership or
joint venture, for $3,000 per month plus five per cent of the net in-
come to be derived from craps, "21," hazard, wheels, poker, slot
machines, commissary and bar. The "Rex" was anchored off Santa
Monica, California, and functioned as a gambling casino in 1938 and
1939 until the State of California secured an injunction restraining
the continued operations aboard her.
In March, 1940, Rex Operators filed a partnership return for
1939 indicating a gross income of over $1,000,000 and deductions
aggregating over $800,000. Two prior returns for Rex Operators
for periods of May to July and July to December of 1938 reflected
a net income of approximately $50,000. Each of these returns and
1 Stralla had been convicted for violation of the Tariff Act of 1922, con-
spiracy to violate Section 593 of the Act and conspiracy to violate the Pro-
hibition Act of October 28, 1918; Lloyd, for violating the National Prohibition
Act.
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an excess profits tax return filed by Rex, Inc., was signed by Anthony
Stralla in a representative capacity.
Anthony Stralla was not indicated in any of the joint venture
returns as a party in interest. Stralla's individual income tax return
for 1938 and 1939 showed salary and compensation for personal ser-
vices to both Rex, Inc., and Rex Operators, but neither revealed a
distributive share of income from Rex Operators.
The Commissioner has determined that Stralla had an income
of $10,531 from Rex Operators in 1938 and that Stralla and John
Basom, one of the stockholders of Rex, Inc., are each taxable to the
extent of $143,992.67, the distributive share of the 1939 income of
Rex Operators. The Commissioner arrived at this estimate by at-
tributing 3254 per cent of the income of Rex Operators to Stralla
and Basom contending that 324 per cent of the shares in Rex, Inc.,
belonged to them though held in the names of Basom and some of
Stralla's relatives who were listed on the partnership returns as the
owners of the participating interests in Rex Operators. Stralla de-
nied ownership of the stock and testified that there was no relation
or connection between the holdings in Rex, Inc., and Rex Operators,
although it appeared that at the inception of the venture each stock-
holder was to participate in the distributions of Rex Operators to
an extent commensurate with his holdings in Rex, Inc. As to
Stralla's testimony the court said, "The demeanor of Lloyd and
Stralla on the witness stand, the responses, particularly those of
Stralla, to questions and the impressions gained from their testimony
render such testimony of little value, except such as may be in the
nature of admissions against interest or may be subject to some check
or verification from other evidence of record." 2
The Commissioner was unable to fix the proportions of Stralla's
and Basom's interests and therefore took the position that the entire
32Y4 per cent was income to Stralla, or in the alternative that that
part which was not income to Stralla was income to Basom. The
alternative position was assented to by the court. Stralla and Basom
had been business associates at an earlier date. During prohibition
they had operated an illicit distillery using as a front a firm named
Warren Brothers Oil Company which actually transacted some oil
business. On occasion it was necessary for the firm to advance oil
prices in order to discourage buyers who presumably interrupted the
smooth operation of the liquor trade. After prohibition was repealed,
Basom applied for and obtained a license to operate the distillery,
Stralla's interests being concealed because of his prior entanglements
with the federal authorities. That use of Basom then, as a front in
the present venture, bore the seal of approval of past success.
In 1938 B. Krakour, who represented "Eastern interests," was
bought out of the venture. At about the same time Basom trans-
ferred stock to Madeline Stralla, Louis Stralla and Daisy Stralla.
2 CCH TAX Cour REPoRTE No. 21, 96 (1947).
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Madeline is the taxpayer's mother, Louis his brother, and Daisy his
former wife. These transfers of record, the Commissioner contended,
were feigned, no obligations existing between Basom and the trans-
ferees, nor were any convincing reasons ascribed therefor. When
Louis was asked by revenue agents why Basom had transferred stock
in Rex, Inc., to him, Louis replied that Basom liked the way he
combed his black hair. At the trial Louis admitted he had con-
tributed nothing for the stock, nor had Daisy, nor Madeline, except
for a small interest the latter had originally acquired.
Anthony Stralla's dominant position in the management and af-
fairs of both Rex Operators and Rex, Inc., such as maintaining the
ship and dealing with patrons point to him as the person owning the
major participating interests in the venture.
Nor were motives lacking for Stralla to disguise his interests in
the names of his relatives: first, his own unsavory reputation, and
second, the government, in view of an old case against him, "wanted
to attach anything he owned and it did him no good, therefore, to
own anything." 8  For these reasons the court sustained the
Commissioner's determinations and the taxpayers were assessed
accordingly.
Rex Operators had claimed certain deductions on the partner-
ship returns which were disallowed by the Commissioner. The pro-
priety of his determinations are assailed by the taxpayer. The de-
ductions claimed included the legal fees and expenses and payments
made to the State of California as penalties both of which arose out
of the operation of the gambling ship "Rex."
In 1938 about twenty employees of Rex Operators were arrested,
charged with violating a California statute forbidding certain forms
of gambling. The defendants had been arrested aboard the "Rex"
and the charges against them were dismissed on the ground that the
State of California had no jurisdiction over offenses there committed
since the "Rex" was situated 3.6 miles off the coast of Santa Monica,
California.
Stralla and some others had been indicted for bookmaking 4 and
were tried in the Superior Court of Los Angeles County. Again
the question of jurisdiction arose and because the jury could not
reach a verdict, a date was set for a new trial. One of Stralla's co-
defendants had entered a guilty plea and for the purpose of having
the issue of jurisdiction determined an appeal was taken to the
District Court of Appeal for the Second District of California. There
the court decided that the State of California was without jurisdic-
tion over the "Rex." A further appeal was taken to the Supreme
Court of California. Before that court rendered its decision in the
test case, Stralla engaged an attorney who established an office in
Washington for the purpose of looking after federal legislation which
was being introduced in Congress and which might affect California's
S CCH TAX COURT REPORTER No. 21, 97 (1947).
4 CA. PENAL CoDE §337(a) (1941).
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jurisdiction over the "Rex." Other expenditures were listed simply
as "Public Relations" the exact nature and purpose of which were
undetermined. Still other litigation involved a restraining order
issued against Rex Operators on August 1, 1939, which ultimately
resulted in a permanent order and terminated the operations of the
gambling ship "Rex." The deductions claimed for legal fees and ex-
penses aggregated over $51,000.
The Supreme Court of California decided the test case in favor
of the state because the "Rex," although anchored more than three
miles off the coast of Santa Monica was in Santa Monica Bay, which
is formed by headlands twenty-five nautical miles apart, the coastline
of California being indented between the headlands to about ten miles.
Since the bay is within the territorial limits of California as deter-
mined by the Constitution, the state had jurisdiction over the "Rex." 5
The California Railroad Commission had brought suit against
Rex Operators for violating a statute which required operators of
"water-taxis" to procure a license.6 Stralla had transported patrons
of "Rex" to and from the ship by "water-taxis" but had not ob-
tained a license to do so. The penalties sought by the state were
compromised and Stralla paid $20,700.
Again the court sustained the Commissioner's assessment dis-
allowing as deductions the legal fees and expenses and penalties paid
to the State of California. The petitioners, relying on Commissioner
v. Heininger,7 contend that the expenditures were ordinary and neces-
sary business expenses and should be allowed. In that case a dentist
who sold false teeth through a mail order business was prohibited
from carrying on the business by an order of the Postmaster General
to the Postmaster of Chicago, the dentist's place of business, directing
him to refuse payment of money orders drawn to Heininger and to
stamp all letters addressed to him "Fraudulent" and to return them
to the senders. Heininger sought and obtained an injunction which
was subsequently dissolved. Having incurred great expense for legal
fees, Heininger deducted from his gross receipts the amounts ex-
pended in litigation. The Commissioner disallowed the deductions on
the ground that they were not ordinary and necessary business ex-
penses. The Board of Tax Appeals affirmed the Commissioner's
determination. The circuit court of appeals reversed and the Com-
missioner brought certiorari. In sustaining the circuit court of appeals
the Supreme Court of the United States held that the expenses in-
curred by Heininger in the unsuccessful attempt to enjoin the fraud
order of the Postmaster General were ordinary and necessary busi-
ness expenses and therefore deductible from gross income. The
Heininger case is distinguished by the Tax Court on the ground that
in that case the business was not unlawful in and of itself but only
certain phases of it. In the present case there is no dispute but that
5 People v. Stralla, 14 Cal. 2d 617, 96 P. 2d 941 (1939).
6 CAs. PuBLic UrnnTs AcT § 50(d).
7Comnmissioner v. Heininger, 320 U. S. 467, 88 L. ed. 171 (1944).
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the business is unlawful if carried on within the jurisdiction of the
State of California and that issue was decided by the Supreme Court
of that state. In the Heininger case the court acknowledged that
Section 23(a) of the Internal Revenue Code 8 does not expressly
state that the business must be lawful for the deduction to apply but
also acknowledges that the language of Section 23 (a) has been, from
time to time, narrowly construed by the courts, "in order that tax
deduction consequences might not frustrate sharply defined national
or state policies prescribing particular types of conduct."
The Tax Court ruled that to permit those deductions, incurred
in an effort to perpetrate an illegal gambling business, would be con-
trary to public policy.
The expenditures made to the attorney in Washington are dis-
allowed on the authority of Textile Mills Securities Corporation v.
Commissioner9 wherein expenses incurred "for certain types of
lobbying and political pressure with a view to influencing federal
legislation" was denied.
The deduction claimed for "Public Relations" failed for lack of
proof of duties which were performed, the court indicating that if
such proof had been made the deductions would probably have fallen
under the Textile Mills case supra.
Other deductions claimed by Rex Operators and by the indi-
vidual taxpayers were disallowed. Considerations of space preclude
treatment of them in this article.
W. J. H.
LIBEL AND SLANDER - DEFAMATORY RADIO BROADCAST READ
FRom SCRIPT CONSTITUTES LIBEL, NOT MERELY SLANDER.-The
defendant during a broadcast, uttered defamatory statements con-
cerning the plaintiff. The words did not defame the plaintiff in his
professional capacity and consequently were not slanderous per se.
However, while making the defamatory remarks, the defendant read
from a script prepared in advance of the broadcast. In the action
the plaintiff alleged that the remarks were made while the defendant
read from a script and further alleged the loss of his teaching and
lecturing position with a subsequent loss to him of more than $7,000.
The defendant moved to dismiss the complaint upon the ground that
it did not state facts sufficient to constitute a cause of action and that
the general allegation that the plaintiff lost over $7,000 as a result
of defendant's remarks was not sufficiently specific to constitute an
SINT. REV. CoDE § 23(a) provides:
".. . All the ordinary and necessary expenses paid or incurred during the
taxable year in carrying on any trade or business ... may be deducted from
gross income:
9 Textile Mills Corp. v. Commissioner, 314 U. S. 326, 86 L. ed. 249 (1942).
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